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Figure 58: Percent Change in U.S. Manufacturing R&D Expenditure (constant PPP), 1998-
2006°*
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Manufacturing Profits Are Declining As a Share of Total Profits

If manufacturing output was not shrinking as a share of the economy, then we would
expect to see manufacturing profits stable or growing. Some have argued that this is in fact
the case. For example, Mark Perry of the American Enterprise Institute claimed this as
evidence that manufacturing is now the economy’s “shining star” in an otherwise sub-par
recovery. Based on data available from the U.S. Census Bureau through the third quarter,
Perry estimates that U.S. manufacturing corporations are on track to earn record profits in
2011: about $600 billion, up from profits of nearly $500 billion in 2010 and
approximately $360 billion in 2000.?*” However, while manufacturing profits have indeed
increased by 52 percent between 2000 and 2010, overall corporate profits are up much
more at 135 percent.?'” As share of the economy, manufacturing profits have been actually
falling, especially since the late 1980s and again after 2000, in part as profits have flowed to
the financial services industry. (See Figure 59) Any recent “recovery” in manufacturing
profits is emerging from a very low base, and the profitability of manufacturing has been
underperforming the corporate economy as a whole.
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Figure 59: Manufacturing Profits Before Tax as a Share of Total Domestic Corporate Profits Before
Tax, 1950-2010°"

MANUFACTURING TRADE PERFORMANCE HAS DECLINED

The data presented above clearly show that the unprecedented U.S. manufacturing job loss
in the last decade was not principally a story about superior productivity performance.
Rather, manufacturing output growth fell—especially when compared to the growth of the
overall economy—and companies shed workers.

But why did output fall? Some will argue that the loss of output is not a reflection of a
decline in global competitiveness, but rather a shift toward a post-industrial economy
where as economies get rich they increasingly consume services. According to this notion,
the shift over time in consumer demand from goods to services was responsible for the slow
growth in output. For example, in 1970, roughly half of all personal consumption
expenditures in the U.S. went toward goods, and the other half toward services. By 2010,
roughly a third went toward goods and two-thirds toward services.?'* The Congressional
Budget Office seems to confirm this trend: “In 2000, 42 percent of U.S. consumer
spending was devoted to goods, down from 53 percent in 1979 and 67 percent in 1950.%"
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However, a closer look at the data shows that this interpretation is wrong. It is true that
when measured in nominal terms, Americans are spending a smaller share of their total
consumption on manufacturing goods than they were a generation ago. This seems to be
clear evidence that the relative decline in manufacturing output is of our own making, not
the rest of the world’s. But just as one has to use real, inflation-adjusted values in assessing
change relative to GDP, one has to use real values in assessing changes in consumption
patterns. If the average American family spends 1/40™ of their income on televisions in
1970 but only 1/60™ in 2011, it doesn’t necessarily mean Americans are consuming fewer
TVs. It could be that TV’s are now cheaper relative to other goods and services. And
indeed, that is precisely the case. Manufacturing goods are becoming relatively less
expensive, so when changes in real consumption are examined, it is evident that that
Americans are actually consuming more manufactured goods relative to the rest of their
consumption expenditure. Figure 60 demonstrates this: the bottom line shows the nominal
goods consumption share of total consumption declining since 1980; however, the top line
shows that, when adjusted for price changes, goods consumption actually grew faster than
consumption as a whole. Hence, changes in domestic consumer demand do not account
for the slower manufacturing output growth.
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Figure 60: Personal Goods Consumption Relative to Total Personal Consumption Expenditure,
1980-2011°"

The key factor that accounts for the loss of output is the growth of the U.S. trade deficit.
While the U.S. trade balance has been in deficit for more than three decades, it has grown
considerably worse since 2000. Over the last decade, the United States has accumulated an
aggregate $5.5 trillion negative trade balance in goods and services with the rest of the
world.”” In no year in the last decade did the United States have a negative global trade
balance of less than $360 billion, and in five of those years it had negative trade balances of
at least $600 billion. But the story is even worse with regard to the U.S. balance of trade in
goods: from 2006 to 2011, the United States accrued a trade deficit in goods of at least
$729 billion annually. (See Figure 61)
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with rapid technical change, like NAICS 334, input price drops may not be measured. For
example, if the quality of semiconductors is rapidly improving and new models are
produced frequently, then price change may only occur when the new models are
introduced. If those models are dissimilar enough to be deemed not identical to previous
models, then the statistical agency may not pick up the price changes in semiconductors
overall. And if semiconductor prices are falling, the fall will not be reflected in the NAICS
334 input price index. Much like import substitution bias, the intermediate input price
index will grow more rapidly than it should, causing intermediate input quantities to
decrease too quickly and thus biasing value-added growth upward. The BLS is aware of this
problem (as with import substation bias) and is currently exploring possible solutions.*”
Nevertheless, the precise extent to which the Nakamura-Steinsson effect results in biased
output figures is unclear from the current research, which is still very recent.

Feenstra et al. detail two additional output biases that have an outsized effect on the
computer and electronics product industry.*® The first bias results from gains in the
United States” terms of trade not being properly picked up in import price indexes. The
second results from tariff reductions not being accounted for in the construction of import
price indexes. Both function similarly to import substitution bias, in that both result in
NAICS 334 import price indexes growing too slowly, biasing value-added growth upward.

Given the litany of biases with the statistical measurement of computer and electronic
products, it is difficult to make a precise adjustment to the industry’s official output
numbers. Hence, Mandel suggests a compromise: although one would expect a rapidly
globalizing industry to see its real intermediate inputs rise faster than real gross output
instead of falling, a reasonable adjustment would be to grow and shrink real intermediate
4 ITIF adopts Mandel’s adjustment for the
computer and electronics industry over the period from 2000 to 2010, which reduces its

inputs at the same rate as gross output.

real value-added growth rate down from 18 percent per year to a reasonable and respectable
three percent per year. Three percent per year is still substantially higher than all but one
manufacturing industry.*’
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